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hen it comes to tax accounting methods, 
contractors have many options. Indeed, 
depending on its circumstances, your 

company could have multiple methods to choose 
from. Let’s delve into some of the details.

Multiple methods
Because of the contractual, project-based nature 
of construction, some contractors use two meth-
ods to report income for tax purposes. The first is 
commonly referred to as the “overall” tax account-
ing method, which is generally either the cash or 
accrual method. (See “The old standbys: Cash vs. 
accrual” on page 3.)

The second method is commonly referred to as the 
“elected” contract accounting method, which is the 
method used to recognize contract-related revenue 
and expenses. For “non–long-term contracts,” 
meaning those started and completed during the 
same tax year, construction businesses can gener-
ally still use either the cash or accrual method.

However, for “long-term contracts” — meaning 
those started in one tax year and not completed 
until a later tax year — construction companies 
may need to elect another method. Options 
include but aren’t limited to the:

1.	� Percentage-of-completion method (PCM),

2.	� Completed-contract method (CCM), and

3.	� Hybrid 70/30 method (which combines the 
PCM and CCM),

Many construction businesses must use the PCM 
for long-term contracts, but some may qualify for 
exceptions, which can be helpful for tax planning. 
These exceptions include but aren’t limited to:

The small contractor exemption. To qualify, 
a construction business’s annual average gross 

receipts for the preceding three tax years can’t 
exceed $31 million. (This is known as the “annual 
gross receipts test,” and the revenue amount is 
inflation-adjusted annually.) If you’re exempt 
from using the PCM, you can stick with your 
overall method for long-term contracts or choose 
an alternative method.

The residential construction exemption. To be 
eligible, a construction company must perform 
work on residential dwelling units, which may 
include apartment units, dormitories, and even 
detention centers and prisons. Qualifying busi-
nesses can use either the CCM (see below) or the 
hybrid 70/30 method.

Under either exception, when entering into a con-
tract, the contractor must be able to estimate that 
the project will be completed within the two-year 
period beginning on the contract’s commence-
ment date.

Traditional PCM
If your construction company must use the PCM 
for long-term contracts, you’ll be required to rec-
ognize revenue and expenses proportionately over 
the life of each applicable contract.

2

Need a tax accounting method?  
Contractors have options

W



3

Most contractors calculate the PCM using the 
cost-to-cost method, which generally compares 
the total actual contract costs incurred to date to 
the total estimated project cost. This calculation 
yields a percentage of completion that’s applied to 
the contract value.

When using the cost-to-cost method, tracking 
costs closely is critical to ensure relevant data is 
captured and the calculation is correct. As proj-
ect costs and estimated final contract value are 
revised, the percentage-of-completion calculation 
should be adjusted accordingly.

There is a simplified cost-to-cost method. Under it, 
you consider only direct materials and labor costs, 
depreciation, amortization, and cost recovery allow-
ances. If you don’t elect this simplified method, 
you may elect to defer revenue recognition until 
you incur and allocate 10% of the estimated total 
contract costs.

Exempt-contract PCM
If you’re exempt from using the PCM, one of 
the alternative methods you could choose is the 
exempt-contract PCM (ECPCM). Under it, you 
must include in income the portion of the total 
contract price that corresponds with the percent-
age of the entire contract that’s completed within 
the tax year.

When using the ECPCM, you may calculate 
completion using just about any reasonable 
cost-comparison method. You can, for instance, 
compare direct labor costs incurred to date with 
the estimated total labor costs. Or you might 
compare the work performed with the estimated 
total work to be performed.

CCM option
Another option for exempt companies is the CCM. 
(Businesses that pass the annual gross receipts test 
can also use the CCM for non–long-term contracts.) 
Here, you defer applicable income and expenses 
until the year you complete the contract. Doing 
so simplifies matters. You don’t have to regularly 
estimate the percentage of completion and make 
adjustments as a job progresses.

The CCM, however, provides less flexibility for 
tax planning. You can’t defer income or accelerate 
expenses, for example. It could even bump you into 
a higher tax bracket when, upon contract comple-
tion, you recognize all revenue and expenses.

Decisions, decisions
We’ve touched on only a few major points regard-
ing tax accounting methods. Additional methods, 
conditions and rules may apply to your construc-
tion company’s situation. Work closely with your 
CPA to choose and execute the optimal method 
or methods. n

The cash and accrual tax accounting methods  
are widely used in many industries — including 
construction. What’s the difference? Here’s a 
quick recap:

The cash method. Under it, you generally  
recognize income when it’s received and 
deduct expenses when they’re paid. This 
method can help with tax planning because 
you can:

•	� Defer income by, for example, delaying 
project invoices, and

•	 Accelerate expenses by prepaying them.

To be eligible for the cash method, your 
construction company’s annual average gross 
receipts for the preceding three tax years 
can’t exceed $31 million. This is known as the 
“annual gross receipts test,” and the revenue 
amount is inflation-adjusted annually. The 
annual gross receipts test applies only to 
businesses structured as C corporations. It 
doesn’t apply to “pass-through” entities such 
as partnerships, S corporations and limited 
liability companies.

The accrual method. Here, you recognize 
income when it’s billable under the contract — 
no matter when you receive it. Expenses are 
generally deducted when all events estab-
lishing your liability have occurred, including 
receipt of the related goods or services. If 
your construction company can’t pass the 
average annual gross receipts test or main-
tains inventory, it’s likely required to use the 
accrual method.

The old standbys: Cash vs. accrual
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Subcontractor prequalification  
is a smart business practice

here are few worse things for general 
contractors than engaging a subcon-
tractor for a project and having the sub 

either not show up or perform poorly. Among 
the surest ways to guard against this risk is to vet 
subcontractors through a comprehensive, formal 
prequalification process. Let’s discuss why this is a 
smart business practice and explore some aspects 
of how it usually works.

Checking the conditions
Prequalifying subcontractors is a solid risk man-
agement practice in general, but doing so can be 
particularly important when certain conditions 
are prevalent in your market. Examples include:

❚	� Projects are more scarce or highly competitive, 
prompting subs to work outside their  
comfort zones,

❚	� Sureties have tightened their underwriting 
standards and reduced subcontractors’ bonding 
capacity, and

❚	� Credit lines and other forms of financing are 
difficult to obtain, likely leaving subs with fewer 
financial resources to support their operations.

Some general contractors may believe that having  
subcontractor default insurance is protection 
enough. However, if you experience multiple sub-
contractor defaults in a single policy year, you could 
still get hit with substantial financial exposure.

Gathering info
The prequalification process usually begins with 
subcontractors completing and submitting an 
application that you’ve designed to suit your 
construction business. Most general contractors 
also ask subs for their latest financial statements, 
tax returns and other documents, such as insurance 

certificates, safety records and licenses. After receiv-
ing and reviewing this information, you may want 
to arrange a face-to-face meeting or conduct other 
background checks.

The specific info you should ask for depends on 
your construction company’s profile and the size 
and types of projects you typically bid on. Gen-
erally, prequalification applications request details 
about a sub’s:

❚	� Leadership team (identities, experience and 
expertise),

❚	� Geographic reach,

❚	� Current and upcoming projects (to demon-
strate capacity),

❚	� Past performance history (including any  
material litigation, claims or bankruptcies),

❚	� Safety record, and

❚	� Insurance coverage.

From a financial perspective, scrutinize each sub-
contractor’s financial statements and tax returns to 
ensure the company is solvent and stable enough 
to handle your typical projects. More specifically,  
gather assurance that the sub has, among other 
things, a strong current ratio (current assets 
divided by current liabilities) and stable net cash 
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or construction businesses, insurance 
policies are akin to helmets, safety vests 
and steel-toed boots. They’re essential for 

every project you work on to guard against risk 
and mitigate financial losses if disaster strikes.

One type of policy you’ve undoubtedly encountered 
is builder’s risk coverage. As its name indicates, this 
is a construction-specific form of insurance that 
should be in place regardless of the size or nature of 
a job. However, who’s responsible for owning the 
policy and what it covers may not always be clear.

Policy purpose
Builder’s risk insurance is designed to cover 
buildings and other structures during construc-
tion. Those last two words are important because 
coverage generally ceases as soon as a project is 
completed, though some policies offer exten-
sions. Policies may also cover materials, supplies, 
fixtures, and equipment on the jobsite.

A natural next question is, “Covers them from 
what?” Builder’s risk insurance generally compen-
sates covered parties for damages related to specified 
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flow (percentage of revenue remaining after 
expenses are deducted).

Important: Always note whether a subcontractor’s 
financial statements were prepared internally or by 
a CPA with construction industry experience.

As you develop a list of prequalified subcontrac-
tors, consider applying a rating system to differen-
tiate top-tier companies from more questionable 
or less experienced ones. Options include using a 
point scale or giving them grades like you got in 
school. Doing so can help speed decision-making 
during bidding and preconstruction.

Adding a tech twist
As you might’ve guessed, technology can help 
you with subcontractor prequalification. Various 
construction software providers offer web-based 
platforms for automating and simplifying the 
process. (Some are embedded within other types 
of software.) Their features vary, but most come 
with customizable application forms and offer 
secure data storage.

Among the most essential benefits of prequalifica-
tion software is its ability to automate the updating 
process. That is, no subcontractor should stay 
prequalified permanently. Whether you require 
updates annually, semiannually or quarterly, most 
products automatically remind subs when it’s time 
to renew their prequalified statuses. And when their 
information is updated, the system notifies you. 

Web-based prequalification platforms help 
subcontractors, too. They save time because subs 
must enter their basic information just once, 
updating only financial and project data thereaf-
ter. Companies that demonstrate their ability to 
interact via the software can raise their profiles as 
trustworthy project partners.

Protecting your reputation
At the end of the day, subcontractor prequalifi-
cation helps protect your construction business’s 
reputation in the marketplace. It also provides a 
ready list of suitable backups if one of your go-to 
subs is unavailable. Be sure you’re keeping up 
with this best practice. n
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events such as fires, explosions, theft, vandalism, 
work-related incidents (for example, hitting a bur-
ied gas line), vandalism and some, though not all, 
weather-related events and other “Acts of God.”

Key considerations
For every project, either during bidding or 
preconstruction, you must determine whether a 
builder’s risk policy will be in place for that job 
before you break ground.

As you may have experienced, property owners 
often have builder’s risk insurance and will name 
the general contractor and subcontractors on their 
jobs as insureds. However, this isn’t always the case. 
Make sure the contract specifies who owns the 
policy and who’s covered by it. Also ensure that the 
insurance terms in any subcontracts match those 
that appear in the general contractor agreement.

Be prepared to buy your own policy if necessary. 
Some property owners refuse to buy builder’s risk 
coverage because they view it as an unnecessary 
supplement to their property and liability policies. 

Others may have the insurance but 
decline or neglect to cover you under it. 
Meanwhile, some lenders may require 
the general contractor to carry builder’s 
risk insurance to protect the lenders’ 
financial interests. The downside to 
buying coverage, of course, is that you 
have to pay the premiums. The upside 
is you can choose a policy that suits the 
scope and risks of the specific project.

If you’ll be covered under the owner 
or general contractor’s builder’s risk 
insurance, carefully review the policy’s 
terms. Determine whether it pro-
vides adequate protection against the 
job’s specific risks. These may include 
location-based weather conditions, 
high-value equipment or materials 
commonly subject to theft, or unusual 
construction methods.

Pay particular attention to exclusions. 
Although most builder’s risk policies generally cover 
the triggering events mentioned above, the devil 
will be in the details. For example, earthquakes and 
floods — which might seem like “Acts of God” in 
insurance parlance — usually aren’t covered. And 
while theft committed by outside parties is typically 
covered, employee theft generally isn’t.

Financial impact
Builder’s risk insurance might seem like just another 
line item in each project’s budget. However, you 
should never make blanket assumptions about it. 
Work with your professional advisors, including 
your insurance rep and CPA, to evaluate its financial 
impact and ensure it offers adequate protection. n

■ ■ ■ 

■ ■ ■

Make sure the contract specifies 
who owns the policy and who’s 
covered by it.
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Keeping projects in line  
with the critical path method

raditional construction schedules have a 
way of getting out of line all too easily. The 
critical path method (CPM) is an alternate 

approach that could put you back in control.

Scheduled activities
CPM is a scheduling technique that calculates 
a project’s optimal duration and illustrates how 
schedules are affected when certain variables 
change. It identifies the “critical path,” which is 
the longest sequence of scheduled activities that 
determines when a project can be completed. Any 
delay in the critical path slows down the job.

In many cases, some tasks won’t affect other activ-
ities and can be pushed back without extending 
the planned completion date. Other tasks can 
be performed in parallel with the primary steps. 
However, each task on the critical path must be 
completed before any later tasks can begin.

Navigation strategy
CPM analysis shows what needs to be done and 
when. It breaks a construction project into several 
manageable activities, displays them in a flow chart 
showing the “activity sequence” (the order in which 
tasks must be performed), and calculates the project 
timeline based on each task’s estimated duration.

Some smaller jobs may be simple enough to analyze 
with pen and paper — or stylus and tablet, as the 
case may be. The project manager can just draw a 
diagram with circles that represent activities with 
their time durations and, where one activity can’t 
begin until another is completed, connect the circles 
with arrows to reveal the critical path. The finished 
diagram should indicate all activity sequences and 
how long it will take to complete them.

Available software
Creating diagrams by hand can be time-consuming 
and difficult for larger, more complex projects with 
multiple critical paths and overlapping, intercon-
nected activities. CPM software makes the process 
faster, easier and less prone to human error. When 
things are constantly changing — particularly at the 
beginning or end of a job — these applications allow 
far easier updating of the analysis and production of 
new diagrams.

Much of today’s CPM software is moderately 
priced and worth considering. It can quickly 
identify the critical path, instantly process updates 
and calculate float times for noncritical activities.

Some solutions model the effects of schedule- 
compression techniques, such as fast-tracking 
(tackling multiple tasks simultaneously) and 
crashing (adding extra resources). With the soft-
ware installed on mobile devices and data stored 
in the cloud, it’s easy to share CPM charts and 
access them anywhere.

Fresh approach
If your construction company’s job scheduling 
method works well, there’s probably no reason 
to leap headlong into CPM. However, it may 
be worth exploring if you’re looking for a fresh 
approach to tighten things up. n
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About Wouch, Maloney & Co., LLP

Wouch, Maloney & Co., LLP is a regional certified public accounting firm with offices in Horsham and Philadelphia,  
Pennsylvania and Bonita Springs, Florida. The firm has provided closely held business and individual clients with a wide  
array of accounting services for over 30 years. Wouch, Maloney & Co.’s domestic, multi-state and international clients  
reflect a broad range of industries from real estate and construction to manufacturing, wholesale and professional service. 
The firm offers a comprehensive group of services including tax, audit and accounting, business consulting, estate planning,  
business valuation, litigation support and forensic accounting. 

Serving the Construction Industry

Wouch, Maloney & Co., LLP prides itself on its niche practice in the construction industry. The majority of our clients are  
involved in construction and we are adept at recognizing and solving problems common to that industry. For over thirty  
years, we have represented contractors along with commercial and home builders in Pennsylvania, New Jersey and Florida.

•	� We develop relationships with lenders and bonding agents and understand how to present your financial picture in  
their preferred format.

•	� We assist you in keeping a close eye on debt, cash flow, profit margins and  
other measures of financial health.

•	� We prepare contracts in progress schedules that management can understand  
which clearly illustrate gross profit, job costing and over/under billings per job.

•	� We have highly trained staff with expertise in construction accounting who are 
detail oriented, but who do not lose sight of the larger goal which is to provide our 
clients with quality services to meet their many financial needs.
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